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Introduction
In the late 1990s, the Asian crisis was a stark reminder of what happens when banking systems are weak. While the crisis had numerous causes, a major one was shortterm capital flows, which contributed to currency and duration mismatches on the balance sheet of the banking and corporate sectors. Clearly the bank-centric financial systems in Indonesia, Korea, and Thailand paid a very high price: Indonesia's crisis in 1997-98 was one of the costliest in the world, and more than 50 % of Gross Domestic Product (GDP) was spent to bail out the banking sector. As is well known, the crisis was associated with major macroeconomic disruptions, including sharp increases in interest rates, large currency depreciations, output collapses, and lasting declines in the supply of credit. The collapse of the financial sector severely restricted growth, and the average income of Indonesians has yet to reach the levels before the crisis.
As a result of this experience, the policy community accords far greater importance to sound financial integration in economic development. According to a recent paper from the International Monetary Fund (IMF 2007) , financial globalisation has increased dramatically over the past three decades, bringing numerous theoretical benefits. This trend has been particularly pronounced in advanced economies and more moderate in developing countries. The empirical benefits are evident in countries with well-developed domestic financial systems. However, the process of integration is nuanced, depending heavily on the existence of a strong financial sector and sound prudential policies. In light of the Asian crisis, it is not surprising to find that countries with a weak financial sector (particularly in banking) seem more likely to suffer crisis than countries that improved their prudential policies before liberalising the financial account. Financial integration leads to increased volatility in developing countries that lack robust financial systems and do not have a high degree of institutional quality. Similarly, countries need firm macro foundations. As expected, countries with current account deficits, rising inflation, and expansionary fiscal policies seem more likely to suffer a currency or debt crisis than countries with low current account deficits, low inflation, and solid public finances.
I am grateful to the organisers of this conference for giving me the opportunity to reflect on this issue. Given my operational experience during the Asian financial crisis, my interest in the topic is very pragmatic. This paper accepts the extent and benefits of financial integration and addresses two questions: Why are some countries integrated more than others? and What can be done to improve the process of regional financial integration? The term 'financial integration' as used in this paper applies to the integration of financial markets -that is, the extent of foreign investment in domestic financial markets and access to foreign financial products.
A distinction needs to be made between capital account liberalisation and convertibility, which refers to the freedom with which capital inflows and outflows of varying nature and maturities are allowed to move across borders. In fact, domestic deregulation, market opening, and capital account convertibility do not have to march in lockstep. A country does not have to lift restrictions on the capital account before deregulating its domestic financial markets and permitting foreign participation. In fact, there is considerable evidence (IMF 2007 ) that domestic financial systems can benefit from foreign participation, and there is professional agreement that robust domestic financial systems are a precursor to opening up the capital account.
The paper is structured as follows. Section 2 briefly motivates the discussion by reviewing the need for and potential benefits of regional financial integration. Section 3 presents evidence on the extent of financial integration in East Asia. Section 4 discusses the obstacles to regional financial integration. In particular, it points out that East Asia's growth strategy has shaped countries' financial systems. An important thesis presented in the paper is that the East Asian growth model, in which policy makers "govern the market" by relying on bank-based intermediation, has hindered integration. The prospects for regional financial integration would be improved greatly if governments would step back from the tradition of massive government involvement and allow market forces to play a greater role. Section 5 discusses the preconditions for regional integration and offers recommendations to accelerate the integration process in East Asia. Further, based on the analysis of East Asian financial integration, it highlights policy implications for other regions. Section 6 concludes.
Motivation: the benefits of and need for regional financial integration in East Asia
The macroeconomic arguments favouring financial integration are well known.
Broadly speaking, financial globalisation should enhance international risk sharing, reduce macroeconomic volatility, and foster economic growth. First, financial integration implies that the allocation of capital is optimal, leading to improved economic efficiency. As argued in Feldstein / Horioka (1980) , if financial integration is sufficiently advanced and capital is perfectly mobile, the correlation between domestic investment and savings should be low. International financial integration permits portfolio diversification: capital flows to the highest risk-adjusted returns and, in the process, risk-adjusted expected rates of return tend to equalise across countries.
Equally, as theory suggests and empirical evidence documents, financial integration brings intangible benefits. First, it leads to development of the domestic financial sector and facilitates the adoption of international best practices in accounting, financial regulation, and supervision. Foreign ownership of banks facilitates the transfer of credit assessment technology and risk management techniques. The issuance of external debt exposes countries to the scrutiny of credit-rating agencies and the market discipline of investors. Financial integration may improve policy discipline and signal a country's commitment to sound policies.
Recent evidence on the benefits of regional financial integration is presented in several studies. The Bank for International Settlements (BIS 2004; 2005) shows how foreign investment has brought efficiency and stability to emerging markets. An important benefit is the improvement in financial sector efficiency that arises from local banks' exposure to global competition. Generally, host countries benefit from the technology transfers and innovations in products and processes commonly associated with the entry of foreign banks. Foreign banks exert competitive pressures, bring demonstration effects, and transfer technology to local institutions, often in-ducing them to improve their risk management, offer more competitive pricing, and allocate credit more efficiently. Foreign banks also help to achieve greater financial stability in host countries. Host countries may benefit immediately from foreign entry if foreign banks recapitalise weak domestic institutions and, in the process, provide needed balance-of-payments support. The better capitalisation and wider diversification of foreign banks, along with the provision of access to parent funding for local operations, may reduce the sensitivity of the host-country banking system to local business cycles and changing financial market conditions. The adoption of risk-based credit evaluation tends to reduce lending risks, and, in times of financial distress, a globally diversified bank has the headroom to recognise losses and resolve problems in a timely fashion.
In designing policy on the entry of foreign financial institutions, it is important to realise that multinational banks tend to emphasise lines of business that complement the services of local banks by following global clients into emerging markets. Pomerleano / Vojta (2001) Caballero (2006) argues that there is a shortage of financial assets in emerging markets. The supply in emerging markets is not keeping up with the wealth created and the demand for stores of value, and collateral. Therefore, the surplus savings are placed with U.S. and European financial intermediaries. Those savings are recycled back into East Asia in the form of foreign portfolio investment and foreign direct investment. An apparent paradox in financial services is that, despite the fact that finance is abstract and deals with products and that the revolution in communications has made physical location irrelevant, financial firms continue to be spatially concentrated in the same regional financial centres (the City in London and Manhattan in New York) and even in the same blocks in those cities. This suggests that geography matters for financial firms. Why? Two arguments favour regional financial integration. First, recent empirical research provides ample evidence that information asymmetries appear to increase in distance. For example, in a recent paper (Rose / Spiegel 2007) find that remoteness from financial activity, as measured by the distance to major international financial centres, increases macroeconomic volatility. They explain it by information asymmetry -distance leads to opaqueness.
Second, research points out that a great deal of knowledge is created and transmitted in the context of communities of practice linked by common norms of communication and rules. An 'epistemic culture' is the term that researchers use to describe communities identified with the process of creating knowledge. Such work-based communities share common cognitive frames and rules governing the creation, validation, and selection of knowledge. Considerable research has been done on epistemic communities and the development of local knowledge. Several recent studies have shown that proximity among collaborators is positively associated with innovation among knowledge-intensive small firms (Gittelman 2003) .
Similarly, the combination of several intertwined favourable factors -complementary products, epistemic local communities, and suitable regulation -create the critical mass for competitive financial centres. Similarly, the agglomerations of financial firms in a particular region are conducive to the development, accumulation, and preservation of local knowledge and lead to financial deepening. The physical presence of financial firms in the East Asian region is likely to provide a platform for the diffusion of skills and expertise and the exploitation of local knowledge that is not possible from afar. The previous discussion helps to clarify the benefits of regional and global integration. The local knowledge argument suggests that regional integration and global integration are complementary -regional integration brings the benefits of global integration locally. In this context, regional integration offers a venue through which to reach critical mass in meeting East Asia's need for financial services in East Asia.
What is the present level of integration in East Asia?
Several forces are leading to increasing financial integration. First, East Asia has emerged as a third area of trade integration, following the European Union (EU) and the North American Free Trade Agreement. Intra-Asian trade has risen from 34.6 to 54.5 % of the region's total world trade over the last quarter century (Sheng 2006b). East Asian trade is driven by the manufacturing global supply chain. In this context, deeper regional financial integration is likely to follow trade integration. Second, domestic policies in East Asian economies have moved away from 'governing the market' to relying on market forces. Third, there is a paradigm shift from a bankdominated to a market-based financial world. Finally, East Asian economies are be-coming more affluent. All of these trends bode well for regional and global financial integration.
How is financial integration defined and measured? Quantifying the extent of financial integration is a multifaceted concept, usually referring to the size of gross stocks of external assets and liabilities, the potential for large net flows (that is, differences between savings and investment flows), and the absence of opportunities for arbitrage between returns on assets in different countries. The most widely accepted measure of financial integration, presented in Lane / Milesi-Ferretti (2006) , is the extent to which countries are linked through cross-border financial holdings (measured by the sum of countries' gross external assets and liabilities relative to GDP). According to Mauro / Ostry (2007) financial globalisation, measured by gross external assets and liabilities relative to a country's GDP, has approximately tripled since the mid-1970s. High-income countries account for most of the increase. In low-and middle-income countries, average increases have been more moderate. Within this group, however, there is substantial variation. Countries in East Asia have, on average, experienced a sixfold increase. However, the measure has limitations. Gross external assets and liabilities relative to a country's GDP might not be indicative of private financial sector integration in Asia. In East Asia capital outflows are accounted for by the official sector's investment of reserves. These are primarily in long-term dollar-and euro-denominated assets and account for roughly 65 % of all capital outflows from the region. By contrast, private investors account for the majority of capital outflows from Europe and the United States.
Following on Feldstein / Horioka (1980) , another measure of financial integration uses correlations between savings and investment to measure the degree of international financial integration for groups of countries in different historical periods. Finally, comparisons of prospective returns on financial instruments in different countries (for example, covered or uncovered interest parity) provide a natural gauge of the extent of international financial integration. These measures also have limitations, which are not discussed here.
What about financial integration in East Asia? Recent evidence is found in a paper by García-Herrero / Wooldridge (2007), which reviews the progress of global and regional integration in emerging markets. The quantitative data point to significant integration over the past decade. The authors find that new members of the European Union (EU) have reached a very high level of financial integration, comparable in some respects to that of more mature economies. García-Herrero and Wooldridge attribute the high level of regional integration in Europe to the common institutional and regulatory framework provided by the European Union, together with the motivation of joining the Euro Area. Regional financial integration in Latin American countries lags behind that in the new EU members. (BIS 2006) . In Asia -particularly in China and India -the foreign share of total assets lags behind (see Table 2 ).
Qualitative evidence regarding financial integration comes from a recent Bank for International Settlements (BIS) report (BIS 2006) , which documents structural changes in emerging markets. Banking systems in emerging economies have been transformed by privatisation, consolidation, and foreign bank entry. More recently, reforms appear to have slowed, in part because the easy work has been done. For example, rather than engaging in full-scale privatisation, countries like China and India are only gradually transferring ownership of major state-owned banks to the private sector. Bank consolidation has been market driven, and foreign banks are playing an important role in Central and Eastern Europe and in Mexico, while the state is playing a larger role in Asia. German Development Institute
The papers in Open Doors: Foreign Participation in Financial Systems (Litan / Masson / Pomerleano 2001) provide corroborative evidence of the growing presence of foreign firms in key parts of the financial sectors in the developing world, although Asia and Africa lag significantly behind other emerging markets. The papers also document the important benefits that foreign firms bring to the markets they enter: added investment, cutting-edge technologies, better managerial practices (especially risk management), and, because they tend to be more diversified than local institutions, more financial stability. At the same time, the papers note that the globalisation of finance raises new policy issues that must be addressed, particularly in the coordination of regulation and supervision across national borders.
Recent papers point out that capital markets in East Asia are not important. The stock markets in Indonesia, the Philippines, and Thailand have modestly low absolute and relative market capitalisation (to GDP) and low capital mobilization and turnover. Weak legal protections for minority shareholders and limited development of institutional investors have limited the free float (percentage of shares owned by the public), and a large percentage of shares are closely held. For instance, in Indonesia, as in a number of East Asian countries, many of the companies are familyowned businesses that float only a small proportion of stock. They tend to be managed as family entities, raising concerns about the rights of minority shareholders. For the top 20 companies by market capitalization, the free float is only approximately 36.4 % (World Bank 2006). Pitsilis / Sheng / Twiss (2007) write that the independent exchanges of Southeast Asia, with their lower liquidity and subscale trading and clearing facilities, face a serious risk of being marginalised, with detrimental effects on capital market development. They write that, while stock markets can be expected to grow in most East Asian economies, their absolute size is bound to remain small relative to world or regional stock markets, inflicting competitive disadvantages. The lack of local competitiveness is encouraging stock market activity to migrate to international financial centres. The Balkanisation of Southeast Asia's exchanges stands in contrast to the global trends of consolidation. Pitsilis et al. attribute the lack of integration to conflicting national agendas and regulatory hurdles. They argue that policy makers should pursue long-term reforms and regional harmonisation efforts that would considerably enhance the long-term outlook for regional capital markets and their chance to remain credible fund-raising venues for the best companies in the Association of South East Asian Nations (ASEAN).
What hinders financial integration in East Asia?
One explanation points to the myriad regulatory restrictions that have stifled trade and investment in financial services. Several papers point to limited progress in World Trade Organization negotiations on freer cross-border trade and foreign entry in financial services. Sauvè / Steinfatt (2001) take a cautionary view of the progress of trade and investment in financial services. They find strong indications that trade agreements were used primarily to consolidate and "lock in" the status quo rather than to promote further market opening and stimulate the process of domestic regulatory reform. Others point to domestic regulatory and institutional weaknesses that hinder integration as well. Barton (2007) argues that the Asian financial system could become world class if its regulatory systems, economic ministries, and financial institutions would improve dramatically. The transition would be made easier if East Asia would develop as a more integrated financial market, with a degree of coordination and specialisation (for example, regional bond markets and consolidation of local exchanges).
However, the thesis presented in this paper is that the East Asian model of growthpredicated on 'governing the market' -is the major impediment to integration. How has the East Asian growth strategy shaped the East Asian financial systems? East Asia's financial system is a direct by-product of the East Asian development model. Wade (1990) persuasively argues that the predominant approach to economic policy in the 1950s and 1960s in East Asia stressed the links between corporations, banks, and governments and assigned a substantial role to the state in 'repairing' perceived market failures. East Asian policy makers distrusted market-based intermediation and based their countries' development models on a directed-credit approach of intermediating savings from the public through banks to businesses. The channelling of household savings by banks to corporates led to a bank-dominated financial system as opposed to a more market-based financial system. Therefore, domestic financial systems are bank based, and the participation of non-bank financial institutions in domestic systems is insignificant. Clinical evidence is offered in Hahm's (2005) discussion of the Korean banking system. The case study provides corroborative evidence for the directed-credit model. Korea's first major step toward financial liberalisation was to reprivatise commercial banks in 1981. While bank ownership was transferred to the private sector, government continued to intervene, both directly German Development Institute (for example, through selective credit policies for heavy and chemical industries) and indirectly (for example, through controls over the allocation of bank credit), throughout the 1980s and early 1990s. Equally, the government continued to influence corporate investment decisions by controlling the governance of commercial banks. Prior to the crisis, the chief executive officers of publicly listed banks were appointed by the Ministry of Finance and Economy.
Therefore, the evidence suggests that bank-dominated systems are far more oriented to domestic growth strategies than market-based systems. Typically, domestic banks are well entrenched and reliant on long-term "name" relationships. Even leading banks in the region are domestically oriented and have not made headway in creating a broad-based regional financial institution. Singapore's DBS Group Holdings is Southeast Asia's largest banking group. DBS Bank's stated goal in September 2000 was to become a world-class regional bank. However, the bank has not achieved its regional objectives, possibly due to nationalistic factors. Recently, Temasek said that, as a result of rising nationalism on sovereign-wealth investments, it would no longer seek controlling interests in companies outside Singapore ("Temasek, Reverse Charges," The Economist, 2007). Similarly, Kookmin Bank, South Korea's biggest lender, does not appear motivated by a regional strategy.
Quantitative evidence documents as well that Asia's financial system was and still is bank based. Table 3 desegregates the Asian financial system by bank credit to the private sector, stock market capitalisation, and total bonds outstanding. Total finan- cial assets in Asia were about 202 % of GDP in 2005, while the level of financial assets in developed economies was 388 % of GDP that the same year. However, 44 % of Asia's financial assets were in the banking system. By comparison, banking assets accounted for only 25 % of total assets in the financial sector in developed economies. At the extreme, in Indonesia, the banking sector still controls nearly 72 % of financial assets. Supportive evidence is presented in Table 4 . While in the United States the assets of other financial institutions are 249 % of deposit money bank assets, in Thailand they are only 23 %, and 10 % in the Philippines.
Sheng (2006a), who has been active in financial sector reform in East Asia for the past 30 years, argues that the lack of institutional development in East Asia's nonbank financial sector has led to inefficient intermediation and poor risk management. A more diversified financial sector would contribute to East Asian growth. The sector of non-bank financial institutions -notably, equity and bond markets, mutual funds, pension funds, insurance companies, and other institutions, such as venture capital and leasing companies -have important roles to play in the East Asian economies but are lagging behind. First, by ensuring contestability, a diversified financial system offers competition to the banking system, and non-bank financial institutions that compete with financial intermediaries can foster rapid market development. A wider range of financial products would benefit East Asia as well. The private sector needs different types of capital: risk capital from capital markets, German Development Institute short-term financing from banks, as well as longer-term financing through capital markets and institutional investors.
Banks obtain most of their funding from deposits, and prudent asset-liability management says that banks should offer only short-term, floating-rate loans. Therefore, banks are not a source of long-term capital. Leasing and factoring services could help to provide term funding for the private sector, especially small and medium enterprises, which are often constrained by the lack of collateral. Private sector-led economic growth also requires well-functioning equity and corporate bond markets to serve as sources of risk capital. At present, the capital markets in East Asia (with the exception of China) do not mobilise adequate risk capital. The potential for growth of the equity markets in East Asia is significant, but decisive policies are needed to reach the full potential of the market. As previously discussed, East Asia is in dire need of infrastructure. Long-term bond markets could improve the intermediation between savings and investments, while providing long-term domestic financing for infrastructure. Institutional investors such as mutual funds, pension funds, and insurance companies are a critical source of demand for bonds. However, the base of institutional investors is small. For instance, the pension industry controls assets equal to less than 4.5 % of GDP in Indonesia and 8.4 % in Thailand, compared with Malaysia (57 %) and Australia (75 %). There is great potential to mobilise domestic resources through pension funds. The insurance sector has the potential to contribute to the long-term investment needs of East Asia; however, in East Asia the insurance sector is small as well. In Indonesia, for example, it constitutes just 4.3 % of GDP and is highly concentrated.
How to facilitate regional financial integration?
What measures are warranted to motivate and facilitate more rapid financial integration? De Brouwer (1999) discusses different methods for assessing the openness of a country's financial system to domestic and international influences and applies these tests to 10 countries in East Asia. He suggests that East Asia should adopt a phased approach to regional integration, with some of the more developed markets like Australia, Hong Kong, Japan, and Singapore working to attain free trade in services in the financial area first. In other words, East Asia should strive for a gradual process that first pursues cooperation and only then considers integration.
Sheng (2002) It is noteworthy that East Asian countries have not been particularly engaged in the FSAP. Countries such as China, Indonesia, Malaysia, and Thailand, while systemically important, have not been assessed (see Table 6 ). This information by itself might suggest that there is room for greater transparency in East Asia. Nevertheless, the findings from other FSAPs are instructive: in many developing countries (and this is not unique to East Asia), the underdevelopment of sectors such as securities markets, insurance, and contractual savings restricts the types of financial services offered (IMF / World Bank 2005).
How much progress have East Asian countries made in adhering to the international standards and codes? The ROSCs are published only occasionally at the request of the member country. Therefore, we have to rely on information in the public domain. eStandards has been monitoring countries' progress in adopting and implementing international standards and codes established by the global standard-setting authorities. The compliance assessments rely exclusively on publicly available information, and the scores in each area and the averages are updated monthly as a result of a constant review of developments within each country. It is instructive to review the results, subject to the usual caveat. Those quantitative scores are, by their nature, subjective and mask vast qualitative differences; moreover, information in the public domain is limited as well as of short duration. Having said that, using the average score across the 12 areas, representative countries selected for the sample made progress during the period (see Table 7 ). China, the Philippines, and Thailand improved their average score the most. Malaysia achieved modest improvement. Some countries (Hong Kong, Korea, and Singapore) even regressed, ending with a score lower than the maximum score achieved during the period. In reviewing the individual categories, the scores for macroeconomic fundamentals were relatively high to begin with and improved further during the period for all countries, especially in the area of data dissemination. The scores for institutional and market infrastructure were lower than those for macroeconomic fundamentals in all countries. In financial regulation and supervision, progress was uneven among and within countries. The findings are not surprising: first, efforts to address macro stability practices are the foundation for all other efforts, and second, micro institutional changes are far more dependent on institutional capacity and skills that are in short supply. Therefore, progress in areas such as financial regulation and supervision and institutional infrastructure is lagging. A vast literature finds that countries with better legal regimes have deeper financial systems (La Porta et al. 1998) . Equally, improving the quality, comparability, and transparency of financial information is crucial for facilitating the operation of internal markets as well as for strengthening the economic links between countries. Information indicative of inadequate transparency comes from several sources. Drawing from the World Bank's Doing Business database (2005), Claessens / Tzioumis (2006) provide country rankings in a credit information index. This index measures rules affecting the scope, access, and quality of credit information. It ranges from 6 to 0, with higher values representing better institutional environment. The rankings are presented in Table 8 . As can be seen, Malaysia is on a par with Canada, Japan, and the United States, while the Philippines ranks last at 2. The findings indicate that there is considerable room for improvement. Complementary evidence regarding governance and transparency comes from the Asian Corporate Governance Association (ACGA). The linkages between corporate governance and financial disclosure policies are well known. Strong corporate governance can serve to support credible financial disclosure. ACGA has designed a system for rating+ countries on their corporate governance 2 . The findings from the "CG Watch 2007" report (ACGA 2007) are not encouraging. The pace of reform has slackened (see Table 9 ), raising a warning flag that economic successes are fostering complacency. The report speculates that political paralysis (for example, Korea) or upheaval (for example, Thailand) has slowed the pace of reforms. The report documents regional improvements in auditing standards and practices but notes that accounting and auditing standards and practices lag international norms more than expected in many Asian markets.
2 A detailed survey of about 80 questions assesses the extent to which markets are meeting international standards of corporate governance in five categories: rules and regulations (15 %), enforcement (both by the market and by the regulators, 25 %), political and regulatory environment (20 %), international accounting and auditing standards (20 %), and corporate governance culture (20 %). It covers not only the practices on paper but also their implementation. Each question receives an answer of yes, no, somewhat, or marginally, with a score of one point, zero, half a point, or a quarter of a point, respectively, for each answer. The score of each category is a simple average of all answers to the questions in that category; the total score for a country is a weighted average score over five categories. As previously discussed, adherence to standards and codes needs to be complemented by a sound legal regulatory framework. As noted by García-Herrero / Wooldridge (2007), the new members of the EU come closest to achieving an integrated market. A possible explanation for their rapid integration is the common institutional and regulatory framework provided through EU directives, together with the desire to join the Euro Area. The push toward a single market in services in the EU focuses on harmonising wholesale financial services, such as inter-bank payment systems, and on areas in which benefits could be won fairly quickly, such as government bond and equity markets. Both factors have resulted in extensive crossborder financial ties. For instance, the key EU investment services directive sets conditions for a single EU-wide license for investment firms, which empowers stock exchanges to operate across borders. In November 2007 the EU introduced the Markets in Financial Instruments Directive (MiFID). The MiFID aims to reshape the financial markets in Europe by creating a common market for share, commodities, and derivatives trading across 30 countries in Europe. MiFID's objectives -increased transparency and reduced costs for the users of financial instruments such as equities, bonds, and derivatives -will be pursued through standardised rules on the dissemination of quotes, on pre-and post-trade transparency, as well as on "best execution" practices. The new rules end the monopoly of national stock exchanges over the trading of shares and open the field to newer electronic exchanges. As a result, the traditional business model of established exchanges is going to be challenged as never before. Such European initiatives give an example of how to push for greater financial integration in East Asia.
There is evidence of progress in improving the regulatory framework in East Asian countries, reflected as well in the progress made by East Asian banks in addressing their past vulnerabilities. Turner (2006) reports that the Asian crisis stimulated major structural changes in the banking systems in some countries, and there is good evidence of stronger performance. Despite the improvements, he concludes that there are still several signs of inefficiency and poor risk management practices.
However, there is equal evidence that East Asian countries are lagging in the development of an effective regulatory regime for non-bank financial institutions. For instance, Carvajal / Elliott (2007) use the evidence from the FSAPs to assess securities regulatory systems, examine problem areas, and explore regional trends. They find that a consistent theme emerges regarding the inability of regulators in many countries to enforce compliance with existing rules and regulations. A combination of factors, including lack of power and authority, lack of resources and skills, and lack of political will, have undermined the regulators' ability to regulate effectively.
How much progress have East Asian countries made in the regulatory framework and regional cooperation? While the desire for cooperation is evident, regional cooperation in East Asia is narrow. In May 2000, the finance ministers of ASEAN+3 countries reached agreement on the Chiang Mai Initiative (CMI), which was the first significant regional financing arrangement that enabled countries to cope with disruptive capital flows and maintain stable exchange rates. Under the CMI, member banks are allowed to swap their own currencies for major international currencies for a period of up to six months. The CMI was designed to expand the existing ASEAN Swap Arrangement, by extending its coverage to all members of ASEAN and increasing the size of the swap arrangements, and to create a network of bilateral swap agreements between the countries of ASEAN+3.
The Asian Bond Funds is another notable initiative. The EMEAP (Executives' Meeting of East-Asia and Pacific Central Banks) Group, comprising 11 central banks and monetary authorities in the East Asia and Pacific region, launched two Asian Bond Funds (ABF1 and ABF2). The Asian Bond Funds are important steps in fostering regional cooperation in Asia. ABF1 invests in U.S. dollar-denominated bonds issued by sovereign and quasi-sovereign issuers in EMEAP economies. The ABF2 invests in domestic currency bonds issued by sovereign and quasi-sovereign issuers in the eight EMEAP markets. The initiative facilitates the reinvestment of a small portion of East Asia's reserves back into the region, while at the same time catalysing the development of regional capital markets. A primary objective of the ABF2 is to harmonise market practices and drive regulatory reforms leading to regional convergence. Harmonisation in domestic markets benefits all issuers and investors in the region. For example, at the regional level, EMEAP economies are currently reviewing or changing their tax and regulatory regimes to facilitate crossborder investment. At the domestic level, some economies are actively developing the relevant regulations to permit exchange-traded bond funds, which are innovative products targeting retail and institutional investors. Nevertheless, regional cooperative efforts clearly need to redouble.
In the introduction to the paper I stated that section 5 will highlight policy implications for other regions based on the analysis of East Asian financial integration. At the risk of repeating the obvious, the most important conclusion is not surprising: regional financial integration starts at home with reforms designed to strengthen the infrastructure of the financial sector and harmonise regulatory frameworks. Such efforts can be complemented in Africa and Latin American with regional initiatives such as EMEAP's Asia Bond Fund initiative. In fact in my discussions with policy makers in the respective regions, there was considerable interest in such initiatives. Still, as important such initiatives are, the focus has to be put the domestic financial system in order.
Conclusions
This paper has presented evidence that East Asia needs to focus its efforts in several areas. The lesson from the Asian crisis and the recent subprime crisis in the United States is that systemic risks need to be addressed at home. In this context, domestic reforms will yield the greatest returns. Domestic reforms are the most promising venue to accelerate regional financial integration. What are the priorities? Foremost, there is a need for a change in mind-set. The process of regional financial integration would be greatly improved if governments would step back from the tradition of government involvement in bank-based systems and allow market forces and nonbank financial institutions to play a far greater role. Structural financial reforms need to remain front and centre on the policy agenda. Regional governments need to reduce state ownership, build solid infrastructure, and improve the information infrastructure and technology to reduce intermediation costs, provide limited safety nets, and use incentives to induce better market monitoring. In short, the big changes still have to come within the East Asian countries themselves.
Financial integration benefits from sound domestic financial systems, and governments need to strengthen the clout of supervisors. Improving the regulation of nonbank financial institutions is important. For that, East Asian financial policy makers need to redouble the efforts to develop the non-bank financial institutions sector within a sound and coherent regulatory regime. While banking regulation and supervision have improved throughout the region, added attention needs to be paid to the regulatory and supervisory framework for non-bank financial institutions. Equally, East Asian countries need to make substantial progress in institutional development along the lines prescribed by the international standards and codes.
In parallel, regional regulators should seek to improve cooperation between national regulators and adopt common standards in more areas, such as disclosure, governance, and insolvency. The authorities need to improve the acceptance of international standards and liberalise foreign entry into the domestic financial sector through foreign direct investment and financial services. Equally, national regulators ought to be more transparent with one another and share best practices. For example, modest steps toward regional cooperation could be undertaken under the auspices of regional bodies, such as the Asia-Pacific Regional Committee of the International Organization of Securities Commissions. East Asia could start with modest steps: harmonisation efforts could include consistent and modern listing requirements for the regional exchanges and a single prospectus for issuers (single "passport") for stock markets. In the future, East Asia could consider reaching an agreement along the lines of the key EU investment services directive, which sets conditions for a single EU-wide license for investment firms and empowers stock exchanges to operate across borders.
Finally, skills are an often neglected dimension at the root of financial capacity. Finance is basically an abstract activity that requires considerable training. It is reasonable to postulate that skilled labour is by far the most important binding constraint in finance. Andrew Sheng (2002) posits that the financial sector in East Asia needs to think about the five "Ps", the first of which refers to people skills 3 . Walter Wriston, a former chairman of Citibank, used to say that Citibank's assets go up in the elevator in the morning and down at night. It is worth pursuing the logic further by asking: What is at the core of financial institutions and the system of law and order? They require considerable economic and financial expertise. A similar argument applies to law and order. Effective courts and out-of-court alternative dispute resolution systems require extensive legal expertise.
A basic financial reporting framework requires financial reporting and auditing rules consistent with international norms. Achieving high-quality financial reporting also requires adequate availability of trained and experienced accountants and auditors. The financial reporting and auditing requirements need to be supported by parallel institutional and professional capacity to ensure credible financial reporting. The absence of professional skills leads to opaque and unreliable financial reporting. As the data in Table 10 show, there is a considerable shortage of chartered or certified public accountants in East Asia. Only isolated countries, such as Hong Kong and Singa-3 The other "Ps" are pricing of spreads that reflects the risk, the right products for better risk management, common platforms, and, finally, political will. pore as well as Malaysia, possess the vast pool of trained financial professionals. In this regard, the United States has almost 352,000 certified or chartered public accountants, while China has only 61,000. Similar data provide evidence of an acute shortage of financial sector skills in the actuarial, appraisal, insolvency, financial analysis and legal professions. 4 East Asian countries could alleviate some, but not all, of the shortage of skills by supporting liberalisation of the movement of labour in the financial sector.
In conclusion, regional financial integration in East Asia offers enormous promise for the region. It has the potential to contribute to financial stability by reducing external vulnerabilities as well as deepen the financial system and contribute to infrastructure finance -a must for East Asia.
It should be noted, however, that regional integration need not and should not stand in contrast with integration into global financial markets. The two go hand in hand and offer complementary benefits. Regional financial integration is designed to overcome information asymmetries that increase in distance. Global financial integration, on the other hand, offers global platforms for transfer of resources to regions where they are needed.
